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Tax Status of Stock Dividends 


By ELMER A. OESTERLIN 
(Boston Office) 


Accountants and tax practitioners 
always have shown much concern 
regarding the taxability of stock 
dividends. Many feel that recent 
decisions indicate a trend toward a 
reversal of earlier decisions exempt- 
ing true stock dividends from tax. 
A review of the more important 
decisions fails to show any such 
trend. In cases where a stock divi- 
dend was found to be taxable by 
the courts, the circumstances were 
such that the results were not sur- 
prising and not without merit. The 
findings in these cases do not alter 
the basic doctrine under which 
courts have found true stock divi- 
dends not taxable income, although 
the applicability of the doctrine is 
not clear in many situations. 

The disturbance of the propor- 
tionate interest of the shareholders 
in the assets of the corporation has 
always been the principal factor 
which has determined whether a 
stock dividend was a true stock 
dividend and not taxable or whether 
it was a stock dividend in name 
only, taxable as ordinary dividend 
income. If the stock dividend dis- 
turbs the proportionate interest of 
any of the shareholders in the 
assets of the corporation immedi- 








ately after its distribution, then it 
is not a true stock dividend but is 
taxable income. 

In 1918 the Towne case was de- 
cided by the Supreme Court (Towne 
v. Eisner, 245 U. S. 418, 38 Sup. 
Ct. 158). The case involved the 
distribution of a stock dividend of 
common stock on common stock 
where only common stock was out- 
standing. A transfer of earnings 
accumulated prior to March l, 
1913 was made from earned surplus 
to the capital account. The Com- 
missioner assessed a tax upon a 
recipient of the stock dividend 
claiming he had received income 
equivalent to the par value of the 
stock received as a dividend. 

The Supreme Court in a unani- 
mous decision found the stock divi- 
dend not income, and so not tax- 
able. The court stressed the fact 
that the recipients of the stock 
dividend had in reality received 
nothing from the corporation and 
that the proportionate interests of 
the shareholders had not changed 
as a result of the dividend. 

The Macomber case (Eisner v. 
Macomber, 252 U. S. 189, 40 Sup. 
Ct. 189), decided in 1920, further 
amplified the reasoning of the court 
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in the Towne case. This case 
likewise concerned the distribution 
of a common stock dividend on 
common stock where only common 
stock was outstanding, with a simul- 
taneous transfer by the corporation 
from earned surplus to the capital 
account of an amount equal to the 
par value of the stock issued as a 
dividend. The Commissioner as- 
sessed a tax on the par value of the 
dividend shares received represent- 
ing earnings accumulated subse- 
quent to February 28, 1913. 

The Commissioner evidently felt 
that in part, the Towne case had 
been decided on the basis that the 
earned surplus transferred to the 
capital account had been accumu- 
lated prior to March 1, 1913, the 
effective date of the first revenue 
act. The decision in the Macomber 
case placed the determination of 
whether or not the stock dividend 
was income and hence taxable on 
the proportionate interest doctrine. 
In a five to four decision, the Su- 
preme Court found the dividend 
not taxable income. (1) The reason- 
ing of the court in the majority 
opinion established the principles 
by which the taxability of a stock 
dividend has since been generally 
determined. The court pointed out 
that true stock dividends: 


1. Do not change the proportionate interest 
of the shareholders. 


2. To be taxable, must be income, and since 
there was no realization in a true stock 
dividend, there was no income. 


3. Do not give the recipient the means to 


pay a tax without selling his new 
shares, and in selling his new shares, the 
shareholder parts with a portion of his 
capital interest. 


4. Do not accurately measure the extent to 
which an individual shareholder has 
been enriched by the operations of the 
company. 


Adhering to the principles estab- 
lished by the Macomber case, the 
courts have repeatedly found true 
stock dividends nontaxable. 

In Helvering v. Griffiths, 318 U. S. 
371, 63 Sup. Ct. 636 (1943) the 
Supreme Court was given the oppor- 
tunity to overrule its decision in 
Eisner v. Macomber, but refused to 
do so. This also was a case of a 
stock dividend in common stock on 
common stock where only common 
stock was outstanding. The court 
reaffirmed the reasoning of the 
majority in Eisner v. Macomber, 
and found the dividend nontaxable 
because it caused no alteration of 
the proportionate interests of the 
shareholders. 

A stock dividend of nonvoting 
common stock on both voting and 
nonvoting common stock where 
nothing else was outstanding was 
at issue in Helvering v. Sprouse, 
318 U. S. 604, 63 Sup. Ct. 791 
(1943). The court found that this 
dividend did not change the pro- 
portionate interest of the share- 
holders and hence was not taxable 
income, indicating that a change in 
voting rights does not constitute a 
change in proportionate interest. 
The issuance of a stock dividend of 
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cumulative nonvoting preferred 
stock on common stock where only 
common stock was outstanding was 
simultaneously held not to change 
the proportionate interests of the 
shareholders and not to be income 
in Sirassburger v. Commissioner, 318 
U. S. 604, 63 Sup. Ct. 791 (1943) 
which was decided with the Sprouse 
case. 

The Tourtelot and Wiegand cases 
covered another variation of the 
stock dividend problem. Since both 
cases arose from the same set of 
facts, the Tax Court decided them 
jointly in one opinion under the 
name of Edwin L. Wiegand, 14 T. C. 
136 (1950) but the respective tax- 
payers, Tourtelot and Wiegand, 
appealed to different Courts of 
Appeals. Two classes of common 
stock were outstanding, Common A, 
voting with first preference as to 
dividends and liquidation, and Com- 
mon B, nonvoting with second 
preference as to dividends and 
liquidation. The corporation de- 
clared a 50% stock dividend of 
Common A on Common A, and a 
similar dividend of Common B on 
Common B. The Commissioner 
contended these were taxable stock 
dividends. 

In the Tourtelot case the tax- 
payer shareholders held the same 
percentage of Common A as they 
had of Common B. Here the Tax 
Court sustained the Commissioner 
but the case was appealed to the 
7th Circuit. (Tourtelot v. Commis- 
stoner, 189F (2nd) 167 (7th Cir. 





1951). ) The Court of Appeals re- 
versed the Tax Court concluding 
that the shareholders’ proportionate 
interest had not changed. The sum 
of all their rights was exactly the 
same after as before the dividend. 
The Wiegand case involved tax- 
payer shareholders not owning the 
same proportion of A and B stock. 
Again the Tax Court sustained the 
Commissioner. But this case was 
appealed to the 3rd Circuit which 
upheld the Tax Court, holding the 
dividend taxable (decision not offi- 
cially reported). However, after 
reargument, the 3rd Circuit (194 F. 
(2d) 479 (1952) ) withdrew its 
previous decision and reversed it- 
self, holding the dividend nontax- 
able and citing the dissenting opin- 
ion of Judge Van Fossan of the 
Tax Court (14 T. C. at page 152). 
This dissent was based on the prin- 
ciple that the proportionate interest 
of the shareholders had not changed. 
While the shareholders individually 
held more of the corporation as 
compared with their holdings prior 
to the stock dividend, the corpo- 
ration had grown so that their 
holdings after the distribution were 
proportionately the same as before. 
The Tax Court’s decision in the 
Chamberlin case (C. P. Chamberlin, 
18 T. C. 164 (1952) ) seemed to 
many to be the forerunner of a 
definite change in thinking regard- 
ing the taxability of stock dividends. 
This case involved the payment of 
a preferred stock dividend on com- 
mon stock where only common 
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stock was outstanding. Ordinarily, 
such a dividend would not be held 
taxable as it does not change the 
proportionate interest of the share- 
holders. Because of the circum- 
stances surrounding the stock divi- 
dend, the Tax Court found it to be 
taxable. 

Prior to the declaration of the 
dividend, the company had a sub- 
stantial accumulation of earnings, 
and was concerned about the appli- 
cation of Section 102 of the Internal 
Revenue Code. Furthermore, cer- 
tain shareholders, being in high 
surtax brackets, indicated that they 
did not want a cash dividend paid. 
The sole purpose of making the 
distribution in the form of a stock 
dividend was to enable the share- 
holders to realize a capital gain, 
taxable at the lower rates, rather 
than have them realize ordinary 
income as they would have, had the 
distribution been made in cash. To 
achieve this, negotations had taken 
place (even before the dividend) 
between shareholders and officers of 
the corporation and agents of an 
insurance company with a view 
toward effecting a sale of the pre- 
ferred stock when it was issued. 

The terms of sale set forth in the 
purchase agreement for the pre- 
ferred stock were dictated by the 
insurance company. The preferred 
stock had mandatory retirement 
dates, the first being eighteen 
months after purchase with subse- 
quent retirements occurring over 
the following five and one-half 


years. The agreement called for a 
sinking fund, and contained certain 
asset ratios and other requirements 
ordinarily found in senior security 
agreements. 

In its decision, the Tax Court 
stressed the fact that the dividend 
served no business purpose for the 
corporation. The court considered 
it not a dividend in good faith, 
pointing out that the sole advantage 
was to the shareholders, allowing 
them to realize a capital gain on the 
sale of the preferred stock to the 
insurance company. The facts indi- 
cated that this had been the intent 
from the beginning and, considering 
the transaction as a whole, the pro- 
portionate interest of the share- 
holders had been changed by the 
stock dividend. It was therefore 
ordinary dividend income, and tax- 
able as such. 

The thinking of the Tax Court 
may have been influenced by the 
fact that the obligations of the cor- 
poration toward the preferred share- 
holders were similar to those or- 
dinarily found in bond issues and 
loan agreements. In Doerschuk »v. 
United States, 274 Fed. 739 (E. D. 
N. Y., 1921) an issue of bonds as a 
dividend on common stock was held 
to be a taxable distribution, the 
income being measured by the fair 
market value of the bonds. 

The decision in the Chamberlin 
case was appealed to the Sixth 
Circuit which reversed the Tax 
Court (decision on 10/14/53 not 
yet officially reported). The Court 
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of Appeals held that the effect of a 
stock dividend with respect to 
rights in the corporate assets was 
determined at the time of its dis- 
tribution, and not by what the 
recipients did with it after it was 
received. The presence or absence 
of a corporate business purpose did 
not make a valid dividend into an 
invalid one, so long as proper corpo- 
rate procedures were followed in 
the declaration and payment of the 
dividend. Based on the facts at the 
time of the distribution of the stock 
dividend, it was not taxable, and 
any later sale by the shareholder of 
his stock dividend did not make it a 
taxable dividend. 

There have been cases where the 
proportionate interest was changed 
by stock dividends, and the courts 
have declared the stock dividends 
taxable. In Koshland v. Helvering, 
298 U. S. 441, 56 Sup. Ct. 767 
(1936), the Supreme Court found a 
dividend of common stock on pre- 
ferred stock where both common 
stock and preferred stock were out- 
standing to be a taxable distribu- 
tion. The distribution of the com- 
mon stock to the preferred share- 
holders altered the interest of the 
common shareholders in the corpo- 
ration thus making the distribution 
a taxable one. The Koshland case 
was primarily a basis case, the issue 
being the basis of the common stock 
received as a dividend to the recipi- 
ent. The court applied the doctrine 
of a change in the proportionate 
interest to determine the status of 


the common stock dividend to pre- 
ferred shareholders. 

The Tax Court in John A. Messer, 
20 T. C. No. 31 (1953) found a divi- 
dend of preferred stock on preferred 
stock where both common stock and 
preferred stock were outstanding 
to be a taxable distribution. The 
corporation bought outstanding pre- 
ferred stock for cash, and issued it 
to the remaining preferred share- 
holders as a dividend. The purchase 
of a portion of the outstanding pre- 
ferred stock by the corporation, and 
its subsequent distribution to the 
remaining preferred shareholders 
altered the interest of the common 
shareholders in the assets of the 
company. 

In Joseph P. Schmitt, 20 T. C. 
No. 44 (on appeal) (1953), the Tax 
Court found a distribution of com- 
mon stock on common stock where 
only common stock was outstand- 
ing to be a taxable distribution. 
The corporation purchased shares 
of common stock from one of its 
three major shareholders, using the 
earnings of the corporation to do so. 
The treasury shares so acquired 
were then distributed to the two 
remaining major shareholders as a 
stock dividend. The court felt that 
in substance the transaction was a 
distribution of a taxable dividend 
and that to reach any other con- 
clusion would permit the same 
means to be used to evade taxes in 
many closely held corporations. 
Although Sec. 39. 115(f)-1 of Reg. 
118 clearly states that an otherwise 
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nontaxable stock dividend does not 
become taxable because it was made 
from treasury stock, the court’s 
opinion seems to rest somewhat on 
this distinction. However, the facts 
in the Schmitt case are unique. 
The decision cannot be looked upon 
as setting a precedent. To infer 
that this decision represents a 
change in the basic proportionate 
interest doctrine would be unwar- 
ranted on the basis of the facts. 
The above cases are by no means 
all the cases on stock dividends de- 
cided by the courts. They are, how- 
ever, the main cases which set the 
precedent whereby the determina- 
tion of the taxability of a stock 
dividend rests primarily upon 
the doctrine of change in propor- 
tionate interest of the shareholders. 
The courts have always been mind- 
ful of this doctrine and generally 
only in cases having peculiar circum- 
stances have they veered from it. 
Any true stock dividend, no matter 
what its form, cannot be considered 
to be taxable income to the recipi- 
ent. A true stock dividend is 
merely a split-up of one’s interest 
in a corporation into smaller units, 
the sum of which equals the total 
interest in the corporation prior to 
the stock dividend. To be taxable, 
a dividend must be income, as dis- 


tinguished from a distribution of 
capital or a mere division of capital. 
When a stock dividend does not 
alter the proportionate interest of 
the shareholders in a corporation, 
the recipient has merely experienced 
a division of his interest in the cor- 
poration. Any change in this view 
would be an injustice to the millions 
of shareholders of the nation’s cor- 
porations. Until such time as legal 
and accounting thinking experiences 
a radical change, true stock divi- 
dends will be merely divisions of an 
already existing interest in a cor- 
poration, and as such should not be 
taxed as income to the recipient. 


(1) Because Congress believed that the 
decision in Eisner v. Macomber required that 
stock dividends be exempt from income tax, 
it provided in Sec. 201(d) of the 1921 
Revenue Act that “‘A stock dividend shall 
not be subject to tax . . .” This con- 
tinued in subsequent revenue acts as the 
law and the understanding of the Supreme 
Court’s Macomber opinion until the Kosh- 
land case was decided. As a result of this 
latter case, Congress provided in Sec. 
115(f) (1) of the 1936 Revenue Act that 
“‘A distribution made by a corporation to its 
shareholders in its stock . . . shall not 
be treated as a dividend to the extent that 
it does not constitute income to the share- 
holder within the meaning of the Sixteenth 
Amendment to the Constitution.”’ This is 
now found as Section 115(f) (1) of the 
Internal Revenue Code. 
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Procedure When Fraud Is Suspected 


By HAROLD L. HOFFMAN 
(Chicago Office) 


“Our sales volume has been main- 
tained and our unit costs should be 
no higher than they were in previ- 
ous years and yet our gross profit 
has fallen off badly. I wonder if 
there have been raw material leaks 


” 


or 


“This is X Fidelity Company. 
Blank Company, whom we insure, 
reports the disappearance of their 
treasurer. Can you meet us in the 
insured’s office because it looks as 
if ” 

When the accountant receives 
calls of this type, he is about to 
enter into one of the less pleasant 
aspects of professional service be- 
cause it probably means that his 
client or the client’s surety, or both, 
are about to face a loss. The more 
serious loss of the two will accrue 
to the employer of the defaulter 
since the damage to the morale of 
innocent employees must be added 
to the ascertainable monetary loss. 
This is particularly true if the de- 
faulter is an officer or another execu- 
tive. After the fact of the em- 
bezzlement is made known, the 
office gossips are fully occupied and 
there is an air of consternation, sus- 
picion and fear. Frequently there 


are resignations among employees 
not even involved in the crime. 


CIRCUMSTANCES UNDER WHICH THE 
ACCOUNTANT WILL BE CALLED 


The accountant will usually be 
called after trouble signs are recog- 
nized by the employer. 


These signs, of course, are not 
always as obvious as, for example, 
that of a cartoon subject, a bank 
teller in his cage intent in the study 
of an attractive array of racing 
forms, or that of a restaurant 
cashier standing before the open 
till in full street attire with a large 
handbag in the ready position. 
Actually there may be deceptive 
signs such as those attending one 
defaulter, a corporation official, 
who accompanied his theft over a 
period of over six years with increas- 
ing emphasis on office economies 
and severe personal expense re- 
trenchment. Another manipulator 
meekly inquired during the course 
of each of several annual audits as 
to the progress of the audit fol- 
lowed by inquiries such as “How do 
you find my books?” The accoun- 
tant, in retrospect, still feels uncom- 
fortable when that embezzler is 
brought to mind. 
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However, there are events or cir- 
cumstances which, if they involve 
responsible personnel, may be con- 
sidered significant. Examples of 
such signs follow: 


The mysterious disappearance of an em- 
ployee holding a responsible position. 


The death of an employee, if suicide is indi- 
cated. 


Suspicious behavior of a person still actively 
employed. This behavior may consist of 
a spending standard which known income 
cannot justify, periodic absences es- 
pecially if they can be connected with 
speculative activity, or a persistent 
refusal to delegate record-keeping duties. 
One manifestation of the latter would be 
the avoidance of any vacation by the 
suspect. 


Unusual or contradictory amounts appear- 
ing in a company’s accounts or financial 
statements such as “out of balance” 
controls. These would arise from charges 
to control accounts not supported by 
details; for example, an accounts re- 
ceivable control account with a sub- 
stantially larger balance than the sum of 
the individual customers’ balances. Such 
conspicuous discrepancies should be dis- 
covered more easily than if abstractions 
of cash or other assets were balanced by 
fraudulent charges to underlying as well 
as controlling accounts. 


APPROACH TO THE ASSIGNMENT 


The accountant must be prepared 
for almost anything. The client 
may have read the signs wrong and 
his suspicions may be unfounded or, 
on the other hand, the situation may 
be much worse than he suspects. 
An estimate of the audit time re- 
quired is almost impossible and the 
auditor had best avoid any early 


commitment as to the time required 
for the engagement. 

The approach to the assignment 
must be governed by the apparent 
extent of access to assets and records 
by the suspect plus the presence or 
absence of accounting safeguards. 

The client may be concerned as to 
how he will explain the presence of 
auditors to curious employees. If it 
is an employee disappearance case, 
it will be difficult to conceal the 
purpose of the auditor’s visit. How- 
ever, if the suspect is still in the 
employ of the client, the accountant 
should approach his assignment in 
an offhand manner and, of course, 
refrain from any accusation of fraud 
until substantial proof is at hand. 
In either circumstance, all parties 
concerned should avoid tactics 
which might alarm the other em- 
ployees. 

The auditor will need be aware 
of the fact that his papers may be 
needed as evidence if there is a con- 
troversy. If asuit at law is involved 
there will be special considerations 
which will be outlined in later para- 
graphs. 

Should the suspect be absent, the 
accountant should promptly obtain 
and hold any notebooks or other 
apparently personal papers as long 
as it is likely that they contain in- 
formation relative to the case. All 
interest notices coming from banks 
should be accumulated and filed for 
possible reference when liability 
verification is under way. Incoming 
mail, particularly bank mail, should 
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be routed through the accountant 
or his staff for a period of several 
days. 

The possibility that the suspect 
may have kept a record of his 
manipulations should be kept in 
mind and an exhaustive search for 
such a record should be made. 

Notification of the surety, if any, 
is in order as soon as there is a 
reasonable likelihood of fraud. The 
accountant and the surety’s repre- 
sentative will probably collaborate 
in the various phases of the investi- 
gation. 


THE AUDIT PROGRAM 


It should be kept in mind that 
once funds or assets received by an 
organization have been taken into 
account, a theft of such assets, 
especially if they are cash or securi- 
ties, will necessitate a maintenance 
of account balance if detection is to 
be avoided, even temporarily. 

There are, of course, four- classes 
of accounts which may be fraudu- 
lently charged to keep this balance. 
They are asset, expense, liability 
and income; either of the first two 
must be increased or either of the 
latter two decreased to bring about 
a balancing in accounts to offset the 
theft of assets. 

A fraud audit program should be 
built around a conventional balance 
sheet audit program and the audit 
procedure should be similar in most 
respects to those followed in any 
audit. Certain parts of the program 
relating to capital structure and 





federal income tax liabilities, for 
example, might be omitted in their 
entirety. Sometimes, but not al- 
ways, the plant and depreciation 
and the inventory portion of the 
program may also be curtailed. In- 
vestigation of other accounts and 
transactions will in many cases be 
more thorough than indicated in a 
standard audit program. Special 
procedures are discussed in the fol- 
lowing paragraphs. 


Confessions: The matter of signed 
confessions should be an early con- 
sideration in the order of audit pro- 
cedure. Many embezzlers are first 
time offenders and an unexpected 
discovery is a disturbance which, if 
promptly requested, might result in 
a written confession. If the request 
is delayed, the suspect is quite 
likely to refuse to sign. 

It should be kept in mind that the 
written confession is not neces- 
sarily a proof of guilt, but once the 
suspect has made such an ac- 
knowledgment, he should be of a 
mind to furnish considerable oral 
information. It is generally advis- 
able to collaborate with the client’s 
counsel as to the best form to be 
used. 


Petty Cash: Close scrutiny should 
be made of vouchers, attachments, 
etc., to uncover possible alterations 
or forgeries. The extent of petty 
cash auditing may need to be ex- 
panded to a period covering several 
years. If a substantial shortage 
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is suspected, the records of the 
payee organizations should be re- 
ferred to. Vendor organizations 
generally cooperate readily in such 
cases. I. O. U.’s should be referred 
to the purported makers. If a 
responsible official, who is not under 
suspicion, indicates that small dis- 
bursements of certain classes are 
reasonable, a detailed audit of such 
expenses may be avoided. 


Bank Deposit Accounts: If an im- 
portant officer of the client’s organ- 
ization is under suspicion, the 
auditor should communicate with 
all banks which are known to have 
ever accepted deposits from or made 
loans to this client. In exceptional 
cases, the auditor should communi- 
cate with all banks in the client’s 
normal trade territory, since there 
is a possibility that the officer may 
have given forged banking author- 
ization to these banks or that the 
banks may have lent money to the 
officer (for his corporation) without 
a board of directors’ authorization. 
In a very large fraud some years 
ago, several midwestern banks lent 
money, as corporation loans to the 
president of a manufacturing com- 
pany, without directors’ authoriza- 
tion. Since these banks did not 
require the opening of a deposit 
account the corporation officer used 
the simple device of ordering a 
cashier’s check, in the amount of 
the loan, made payable to a bank 
to which he was personally in- 
debted. The lending institution 


carried it as a loan to the corpora- 
tion but the corporation received 
none of the proceeds nor was it in a 
position to know what had hap- 
pened. 

Should the investigation disclose 
disbursements per the check regis- 
ter, not supported by a paid check, 
the possibility of a fictitious re- 
corded payee should be considered. 
In such a case the employee may 
have succeeded in obtaining a sig- 
nature on a check, otherwise prop- 
erly supported, on which the proper 
payee’s name had been omitted. 
Thereupon he could insert this 
name, cash the check, enter the 
check in the check register as if 
made out to the proper vendor, and 
destroy it upon its return by the 
bank. Ifa bold fraud of this nature 
is suspected, the auditor should 
request photographs of the bank’s 
microfilmed records, if available. 
Both the front and the reverse sides 
of the checks should be photo- 
graphed and the photograph pre- 
served in the auditor’s evidence 
file. The proof of the fraud will 
appear on the face of the check 
which will show the defaulter’s 
name as payee. 

In a defalcation, such as the 
check alteration case mentioned 
above, a confession incorporating 
known specific check alteration in- 
stances but not excluding the possi- 
bility of other theft should be 
submitted, in a document, prefer- 
ably in an approved form, for 
signature. 
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Accounts Receivable: If the sus- 
pect has access to customers’ re- 
mittances, statements of account 
should be mailed to all customers 
with a request that the balances be 
confirmed or that differences, if 
any, be called to the attention of 
the auditor. If remittances have 
been abstracted by the suspect it is 
likely that the device of “‘lapping”’ 
has been used. Lapping consists of 
withholding credit in an amount 
equal to the cash taken and enter- 
ing credit in the customer’s account 
at a later date. At that date, credit 
is withheld from the account of 
another customer making a remit- 
tance. If this remittance, for ex- 
ample, is larger than the originally 
withheld credit, account balances 
can be maintained by taking cash 
in an amount equal to the excess of 
amount of the second check over 
the amount of the first. 

The auditor should be aware of 
the fact that even as simple a 
manipulation as that set forth above 
could be very confusing to members 
of a layman jury or even to a judge. 
The accountant, under such circum- 
stances, will need to keep his 
working papers and his evidence 
crystal clear. 

Even though the accountant’s 
evidence is adequate it is usually 
hoped, in such cases, that litigation 
can be avoided. 


Notes Receivable: To uncover for- 
geries or alterations of notes, direct 
mail communication with the pur- 


ported makers is necessary. Each 
nonconforming reply to confirma- 
tion requests and each ‘addressee 
unknown” returned letter should be 
fully investigated. Should forged 
or altered instruments be discov- 
ered, at least two photostatic copies 
of each should be prepared for 
possible use as evidence. In a recent 
bank fraud case, the defaulters not 
only forged notes and collateral 
assignment agreements but also 
“borrowed” collateral: from the 
bank’s safekeeping department. 


Securities: Securities in negoti- 
able form are much more subject to 
theft than those with the name of 
the owner indicated on the face of 
the security. Unusual care must be 
exercised in accounting for serial 
numbers as well as amounts to dis- 
close substitution of borrowed se- 
curities for securities of like kind 
previously stolen. If the serial 
numbers and denominations of 
stolen securities are known, notices 
to banks and other agencies should 
be filed promptly. 


Inventories: Merchandise disap- 
pearance may require the services 
of a detective agency as well as 
those of an accountant since per- 
sonnel surveillance may be required 
in addition to interpretation of 
records. In some cases mechanical 
lie detectors have aided in deter- 
mining guilt or innocence in mer- 
chandise disappearance cases. The 
operation of such equipment should 
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be entrusted only to experienced 
technicians. 

If a physical inventory is taken 
as part of the investigation, the 
accountant should make physical 
tests. If units of sales can be cor- 
related with purchases or produc- 
tion, the accountant may be in a 
position to estimate merchandise 
shrinkage, in total, and should do 
so. Shipping records should be 
compared carefully with billing 
records. 

The possibility of collusion be- 
tween inventory control personnel 
and shipping department personnel 
suggests a study of internal control 
methods in these departments. In 
cases of this type of collusion or 
any other real or suspected case of 
conspiracy, any apprehended de- 
faulters should be encouraged to 
disclose the existence of confeder- 
ates. 

This again calls attention to the 
importance of examining all letters, 
memos, or notes which either enter 
or leave the office of the suspect. 


Vendors’ Accounts: Many balance 
sheet audit programs require the 
verification of a limited number of 
vendors’ accounts through direct 
correspondence. If fraud is sus- 
pected such verification should be 
expanded to include all active ac- 
counts, including particularly all 
inactive debit balances. All non- 
conforming replies should be care- 
fully investigated since inactive 
debit balance accounts 


vendors’ 


furnish a hiding place for fraudulent 
debits. This procedure is especially 
important if statements of account 
are not sent to these vendors peri- 
odically and if the credit depart- 
ment is not furnished with lists 
of such balances. 

If the embezzler is crafty he may 
establish imaginary corporations, 
known as dummy corporations. 
Checks will be issued to these or- 
ganizations supported, of course, 
by counterfeit invoices, receiving 
tickets, etc. In a few cases such 
companies have been listed in 
telephone directories. They would 
probably make affirmative response 
to confirmation letters on appar- 
ently authentic letterheads. If such 
manipulation is suspected, the list 
of company vendors should be re- 
ferred to the purchasing department 
and possibly further reference 
should be made to reliable registers 
of manufacturers and other ven- 
dors. In extreme cases, a visit to 
the offices of the dummy corpora- 
tion might be necessary to estab- 
lish its fraudulent nature. The 
auditor’s papers should carry com- 
plete particulars as to the opera- 
tions of that organization. 

In vouching expenditures for 
manufacturing materials as well as 
petty cash expenditures, the possi- 
bility of paid bill or voucher re-use 
should always be kept in mind. In 
one case the files purported to sup- 
port duplicate payments, one of 
which held paid checks endorsed by 
bona fide vendors but vouchers in 
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support were missing while at the 
same time paid invoices in the same 
amounts, with proper attachments 
supported voucher register entries, 
but no paid checks to such vendors 
could be found. 


Bank Savings Deposit Accounts: 
Since it appears easy, dishonest 
bank employees will take cash from 
the till and prepare debit tickets 
charging inactive savings deposit 
accounts. Accordingly, all inactive 
deposit accounts should be inde- 
pendently confirmed and the de- 
positors encouraged to visit the 
bank so that their pass books may 
be compared with the ledger ac- 
counts. If a customer, whose ac- 
count was so manipulated makes 
a deposit or withdrawal, the de- 
faulting bank employee may look 
upon that account as a danger spot 
and prepare a transfer ticket which 
moves the charge to another inac- 
tive account. In an examination to 
ascertain fraud, all transfer entries 
should receive careful attention. 


Reserve Accounts, etc.: Allowance 
accounts present a serious hazard, 
in that cash withdrawal can be 
readily charged to such accounts, 
since customers may not claim cer- 
tain allowances originating in the 
seller’s office. All debits to the 
allowance reserves should be fully 
identified. 

Freight reserve accounts are ac- 
counts which receive credits for 
freight paid by a customer, but 


refundable to him. A dishonest 
employee might charge this account 
identifying the debit as a freight 
refund to a specific customer. All 
debits to such accounts should also 
be analyzed by communicating with 
the customers, if necessary, to de- 
termine whether or not refunds 
were made as recorded. 


Refunds to Customers: Several de- 
partment stores have suffered losses 
through the theft of refund checks 
intended for customers. One claim 
department employee, whose duties 
included the preparation of refund 
data for the attention of the claims 
manager, would submit the proper 
material to support a claim, except- 
ing that the claimant’s address on 
the mailing envelope would be 
omitted. After the claim was ap- 
proved, he would suggest to his 
superior that he be given the refund 
check and that he would see to the 
mailing as soon as the missing 
address could be supplied. He 
would then, if possible, alter the 
claim data so that it could be 
re-used, forge an endorsement on 
the refund check and appropriate 
the proceeds. If the claim data were 
retained by the claims manager, 
the defaulter would prepare dupli- 
cate refund data, and place it in 
the unsettled claim file to meet the 
second request which the customer 
would surely make at a later date. 

If fraud of this sort is suspected, 
the auditor should communicate 
with the purported recipients of a 
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substantial number of recent re- 
funds requesting both the amount 
of the refunds and the dates they 
were received by the claimants. 
Any replies indicating either that 
no refunds were received or that the 
refunds were received at a date 
substantially different than that 
shown on the check should be fully 
investigated. As a beginning, the 
endorsement appearing on the check 
should be compared with the sig- 
nature on the customer’s letter or 
in his credit file for possible obvious 
differences in handwriting. If the 
suspect, after being confronted with 
this evidence, admits this particular 
manipulation, the auditor should 
attempt to secure a statement from 
him covering other thefts. However, 
this line of inquiry is not always 
productive of results and the refund 
confirmation program, outlined 
above, will probably need to be 
expanded to cover a long period 
of time. 

The client’s legal counsel in such 
cases and in most of the other types 
of fraud previously enumerated 
should be acquainted with all of the 
facts. He will then prescribe the 
kind of evidence he will need if the 
case should be carried into court. 


Expense Inflation: Inflation of 
selling expense through padding of 
vouchers is a very common form of 
employee dishonesty and is quite 
likely to accompany other forms of 
account manipulation. All disburse- 
ments of this nature should be 


investigated and, if substantial in 
amount, should be referred to re- 
sponsible executives for approval. 
If the suspect shares in a bonus 
based on either sales or operating 
profit, the records underlying the 
sales account should be examined 
to ascertain that sales totals enter- 
ing into the bonus calculation were 
comprised of amounts charged to 
customers. A simple device, which 
would inflate a bonus based on sales, 
would be a fictitious credit to sales 
offset by a like charge to costs. If 
a bonus is based on operating profit 
(i.e., profit before application of 
various “nonoperating”’ factors) 
the violation would take the form 
of a misstatement of the ‘“‘non- 
operating” factors. This might be 
discovered by the management 
without the aid of the auditor. 


General: Many accounting firms 
require, as a part of each audit, the 
preparation of answers to a standard 
internal control questionnaire. They 
are sometimes designed ‘so that a 
negative reply to a question indi- 
cates a possible weakness in ac- 
counting control. In all fraud 
investigations, such questionnaires 
should be prepared by the ac- 
countant in charge and the em- 
phasis placed on any part of the 
program affected by negative re- 
plies. A suspect confronted with 
obvious weaknesses in internal con- 
trol might exhibit confusion and 
lead to a new approach by the 
auditor. 
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A well known fidelity insurance 
company reports that over half of 
the embezzlements coming to their 
attention were fortuitous discover- 
ies; that is, clues accidentally 
dropped or unsought confessions, 
prompted possibly by conscience, 
initiated the entire fraud investiga- 
tion. Accordingly, the auditor may 
go beyond ordinary procedure and 
make a thorough examination of all 
journal entries and other records of 
transactions, and a discussion 
thereof with employees in the hope 


that an accidental clue will appear. 

The report on the investigation 
should show the amount of ascer- 
tained loss, the dates manipula- 
tions occurred, the identification of 
the responsible employee, and a 
general outline of the method used. 
The auditor should not miss the 
opportunity to suggest redelega- 
tion of duties and to design ac- 
counting safeguards which will, at 
least, discourage a repetition of the 
type of fraud which brought about 
the investigation in the first place. 
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Editorials 


Mark E. Richardson 

In the December, 1953 issue of 
THE L. R. B. & M. JOURNAL refer- 
ence was made to the Award pre- 
sented to Mr. Richardson by the 


American Institute of Accountants 
at the 66th Annual Meeting. The 
Award is reproduced facing this 
page. 















American Institute of Accountants 
1953 ge rd 


E. I SCHARDSON 


flor outstanding service to the accounting» 
profession over an extended period of time 
involving his giving generously of time, talent 
osvd ¢ energy at great personal sacrifice. He has served 
on many important committees and has brought to 
each his capacity for work and unique ability to pro- 
duce results. His outstanding achievements have been 
in federal taxation and as chairman of the Institute's 
committee in that field, which imposed a tremendous 
burden on time and called for personal qualities of 
effective statesmanship. As a representative of the: 
profession in Washington, he has been a stalwart and 
capable exponent, enhancing the prestige of the pro- 
fession. His writings and editorial work on taxation, 
though not always signed, are well known, voluminous 
and accepted authority. Practitioners in many cities 
have been greatly helped by his lectures and discussion 
of tax subiects. His breadth of understanding, depths 
of basic material, familiarity with the most complex 
angle, is clearly evident and his cheerful modesty is 
retreshing.c OEE 
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YES his award is made in grateful recognition of the 
aS*) excellent quality and breadth of scope of his> 
distinguished service tht nat nwa 5 sata otf devotion 
to the profession . G=a====s RARADTNASABEARATA, 
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Notes 


Birmingham Office 


Mr. James P. Allen became a 
member of the Twenty-Five Year 
Club in January, 1954. He was 
presented with a gold wrist watch, 
suitably inscribed for the occasion. 
After a period with the New York 
office, Mr. Allen became manager 
of the Atlanta office, which he 
filled until his recent transfer to 
Birmingham. 


Boston Office 


Members of the Quarter Century 
Club of the Boston office and super- 
visory members of the staff were 
guests of the partners at a luncheon 
on December 24, at the Union Club. 
Two new members, Messrs. E. W. L. 
Page and Francis T. Kane, were 
presented gold watches, suitably 
inscribed, in recognition of their 
twenty-five years’ association with 
the Boston office. There are now 
20 members of the Quarter Century 
Club in this office. 

The December 1953 issue of the 
Massachusetts Society News Bulletin 
contained an article by Elmer A. 
Oesterlin entitled ‘““Tax Status of 
Stock Dividends.” 

Mr. E. W. L. Page was one of the 
four speakers on “Public Account- 
ing and Its Opportunities” at the 
recent educational forums spon- 
sored by the Massachusetts Society 
of C. P. A.’s at Holy Cross College 


Worcester, and at Boston Uni- 
versity, College of Business Ad- 
ministration. 

Massachusetts C. P. A. certifi- 
cates have been received by William 
H. Dykstra, Roderick K. Macleod 
and Valmond Poulin. 

Mr. Herman Stuetzer, as Chair- 
man of the Taxation Committee of 
the Massachusetts Society of Cer- 
tified Public Accountants, Inc., 
presided at the Annual All Day Tax 
Conference of the Society held in 
Boston on November 6. The panel 
of speakers included tax practi- 
tioners and tax officials from both 
the national and state level. In the 
same capacity, he has presided at 
various regional tax forums con- 
ducted by the Society during No- 
vember and December in Boston, 
Fall River, Worcester and Spring- 
field. 

Mr. Stuetzer has recently been 
re-elected Chairman of the 
Massachusetts Federal Tax Liaison 
Committee and of the Finance 
Committee of the Town of Hing- 
ham. He was also reappointed to 
the Boston Bar Association’s Fed- 
eral Tax Committee, as well as 
appointed to the Subcommittee on 
State Taxation of the Legislative 
Committee of the Massachusetts 
Bar Association and to the State 
Affairs Committee of the Boston 
Chamber of Commerce. 

During the fall term, he is teach- 
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ing a special course in Federal 
Income Taxation for the Boston 
Chapter of the American Institute 
of Banking. During the spring 
term he will teach Legal Accounting 
at Boston University Law School. 
In addition, he has had the follow- 
ing speaking engagements: Decem- 
ber 15—Manchester, (N. H.) Na- 
tional Association of Cost Account- 
ants, December 21—Boston Tax 
Forum. 


Cincinnati Office 


On October 27, Mr. Dennis 
spoke before the Cincinnati Chapter, 
American Society of Women Ac- 
countants on “Some Experiences in 
Public Accounting.” He addressed 
the Cincinnati Farmers Club on 
November 17 on “Profit from 
Sheep.” He also spoke on No- 
vember 18 on his Public Accounting 
experiences before the Xavier Uni- 
versity Accounting Society. 


“C. P. A. on Short Wave,” was 
Mr. Abner J. Starr’s subject before 
the Masonic Club of Cincinnati at 
their luncheon meeting on No- 
vember 6; “The Role of Amateur 
Radio Operations in a Changing 
World,” was the subject of his 
address made before the Cincinnati 
Credit Club on October 8. 


Mr. Charles L. Schmidt addressed 
the American Society of Women 
Accountants on November 4. His 
subject was “Some Aspects of 
Federal and State Taxes.” 


Mr. Charles L. Schmidt is Vice 
Chairman of the Ohio Society of 
C. P. A.’s Finance Committee. 

Mr. Willis K. Waterfield is serv- 
ing as a State Director of the Ohio 
Society of C. P. A.’s. 


New York Office 


The American Institute of Ac- 
countants’ Committee on Account- 
ing Principles for Income Tax 
Purposes, of which Mr. Schaffer 
is Chairman, has presented its 
report, which was published in the 
January issue of the Journal of 
Accountancy, and which will also be 
distributed in booklet form. 

Mr. Jennings is a member of the 
Advisory Committee on Cost Jus- 
tification, formed to advise the 
Federal Trade Commission. 

Mr. Carson spoke at a Forum 
held by the Long Island Chapter, 
N. A. C. A., December 15, 1953 on 
“The Annual Audit.” 

Mr. Staub addressed the New 
York Chapter of Robert Morris 
Associates in November on “‘Lifo 
Inventories.” He also spoke on the 
same subject in December to a 
group of junior officers of the 
Chemical Bank and Trust Com- 


pany. 

Mr. Richardson spoke on “Trends 
and Prospects in Federal Taxation,” 
at Detroit, Michigan, on December 
4, as part of a federal tax lecture 
series sponsored by the Tax Execu- 
tives Institute and others. He also 
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addressed the First Annual Tax 
and Finance Banquet of the West 
Coast Chapter of the Florida Insti- 
tute of C. P. A.’s on December 11 
on the same subject. 


Louisville Office 


Mr. Louis Sorbo was a member 
of the tax panel for the Western 
Meeting of the Kentucky Society of 
Certified Public Accountants held 
at Kenlake State Park. 

Mr. Harold W. Glore spoke to 
the Institute of Internal Auditors. 
The subject of Mr. Glore’s talk was 
“Systems and How They Relate 
to Internal Auditing.”” Mr. Glore 
has also been appointed Chairman 
of the Accounting and Auditing 
Procedures Committee of the Ken- 
tucky Society of Certified Public 
Accountants. 

Mr. W. R. Hindman has been 
appointed to the Membership Com- 
mittee of the newly-organized Louis- 
ville Chapter of the National So- 
ciety for Business Budgeting. 

Mr. Huss acted as meeting chair- 
man of the N. A. C. A. Education 
Seminar and was a member of the 
Income Tax Panel at a recent 
Controller’s Institute of America 
meeting. He has also been ap- 
pointed to the Committee on Co- 
ordination of Activities of State 
and National Organizations of the 
American Institute of Accountants 
and to the Taxation Committee of 
the Louisville Chamber of Com- 


merce, 





Philadelphia Office 


Mr. Francis J. Dilenno addressed 
the Johnstown Chapter of the 
Systems and Procedures Associa- 
tion of America at the Hotel Fort 
Stanwix, Johnstown, Pa., on De- 
cember 8, 1953. His subject was 
“Internal Control and the C. P. A.” 

Mr. Raymond E. Graichen on 
December 3, 1953, addressed The 
Philadelphia Accounting Forum, 
under the auspices of the Pennsyl- 
vania Institute of Certified Public 
Accountants in cooperation with 
the National Association of Cost 
Accountants, Institute of Internal 
Auditors, Inc., and the colleges and 
universities of the Philadelphia area, 
the topic being “Tax Avoidance v. 
Tax Evasion.” 

Mr. Edward F. Habermehl spoke 
to the members of the Camden 
Chapter of the New Jersey Society 
of Certified Public Accountants on 
November 30, 1953, on the subject, 
“Pennsylvania Sales and Use 
Taxes.” 

Mr. Herman C. Heiser spoke at 
the following Chapters of the Na- 
tional Association of Cost Account- 
ants on the subject of “Direct 
Costing”’: 


October 15 .. Syracuse, N. Y. 
November 18 . . Boston, Mass. 
November 19 . . Philadelphia, Pa. 
December 15 . . Baltimore, Md. 


On December 9, in Philadelphia, 
Mr. Heiser addressed a group of 
French accountants on the subject 
of ‘Standard Cost Accounting.” 
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